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THE TAXATION OF CORPORATIONS. II. 

IN the preceding essay ^ we traced the history and actual con- 
dition of the corporation tax in the United States. The 
whole subject was. shown to be involved in almost inextricable 
confusion, amid which, however, some thirteen different bases 
for levying the tax might be distinguished. These, it will be 
remembered, were the value of the property, cost of the property, 
capital stock at par value, capital stock at market value, capital 
stock plus bonded debt, capital stock plus total debt, loans, 
business, gross earnings, dividends, capital stock according to 
dividends, net earnings and franchise. In the attempt to ana- 
lyze these various methods it may be well to begin with the 
last, on account of its obscurity as well as of its importance. 

IV. The Franchise Tax. 

We are confronted at the outset by the question : what is a 
franchise ? The matter has been brought squarely before the 
public by the provisions of the California constitution of 1879, 
and by recent tax laws of states which, like New Jersey, Illinois, 
North Carolina and Tennessee, prescribe that franchises of cor- 
porations shall be separately assessed.^ Before we can discuss 
the franchise tax, we must attempt to ascertain in what a fran- 
chise actually consists. 

Blackstone defines a franchise as " a royal privilege or branch 
of the King's prerogative subsisting in the hands of a subject." 
But this does not teach us much. It is too vague for our pur- 
poses. The Supreme Court of the United States has given this 
definition : 

' Political Science Quarterly, V, 269 (June, 1890). 

* In addition to these laws, the. courts have held franchises to be taxable in 
Porter vs. R. R. Co., 76 111. 561 ; West River Bridge Co. vs. Dix, 6 Howard, 529; 
Veazie Bank vs. Fenno, 8 Wallace, 547. Cf. 37 N.Y. 367. 
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A franchise is a right, privilege or power of public concern which 
ought not to be exercised by private individuals at their mere will and 
pleasure, but which should be reserved for public control and adminis- 
tration, either by the government directly or by public agents acting 
under such conditions and regulations as the government may impose 
in the public interest and for the public security.' 

This again is somewhat too narrow, since it emphasizes un- 
duly the element of public control and public interest. These 
are indeed very desirable adjuncts, but they scarcely seem to be 
indispensable parts of the conception. I should suggest as a 
tentative preliminary definition, that a franchise in the wider 
sense is a "right conferred by government of conducting an 
occupation either in a particular way or accompanied with par- 
ticular privileges." The motive may be either public welfare or, 
as has frequently happened, public revenue. This can be clearly 
seen by tracing the historical development of the franchise. 

One of the chief sources of royal income in mediaeval Europe 
consisted in the so-called "fines for licenses, concessions and 
franchises." These were simply payments for all kinds of 
special privileges granted to individuals or associations. The 
object of the payment might be to secure the general favor of 
the crown, to retain or to quit office, to obtain the right of 
exporting commodities, to conduct some business in a particular 
way, to obtain special jurisdictional privileges, to possess the 
right of firma burgi, and so on.^ A most common instance can 
be found in the trading privileges of the guilds, granted chiefly 
for the sake of the accruing emoluments. Similar to these 
mediaeval concessions are the modern licenses, especially in our 
Southern commonwealths. The licenses or privileges are con- 
ferred on individuals and corporations alike, and the reason in 
most cases is of a purely fiscal nature. What are called fran- 
chise taxes elsewhere are known simply as privilege or occupa- 
tion taxes in the South. A franchise, therefore, of an individual 

^ California vs. Southern Pacific R. R. Co., 127 U.S. 40. 

^ A characteristic example of a fine or franchise hard to classify is this : The wife 
of Hugo de Neville paid the king two hundred hens eo quod possit jacere una nocte 
cum domino suo (who happened to be in prison). Rotuli Finium 6; quoted in 
Madox, History of the Exchequer, I, 471. 



440 POLITICAL SCIENCE QUARTERLY. [Vol. V. 

or a corporation is simply a privilege. It is something over and 
above the value of the property, and is in a measure analogous 
to the " good will " of a firm. It is the indefinite something 
which gives vitality to the corporation and which makes its 
business worth having. 

Franchises, indeed, vary widely in value. In some cases 
there is practically no difference between the business of 
a corporation and that of an individual, except the limited 
liability of the former. Such is the case in most man- 
ufacturing corporations. But in other classes of cases the 
corporate franchise carries with it important privileges, such as 
the right of eminent domain or expropriation, which are not 
usually conferred upon simple individuals. This difference in 
the value of the franchise is recognized by the laws of several 
commonwealths which, as we know, impose on transportation 
companies a separate tax in addition to the general corporate 
franchise tax. But the point to be noticed is that these privi- 
leges are not necessarily restricted to corporations. An unin- 
corporated company or association may possess this particular 
privilege by law, and yet its privilege is not a franchise in the 
sense in which the jurists use the term. If, then, we attach 
this meaning to a franchise, the term cannot be confined to 
corporations. But if we use franchise in the sense of a privi- 
lege of juristic personality and limited liability only, the con- 
ception of corporate franchise becomes unduly restricted. In 
whatever way we look at it, a franchise cannot be more closely 
defined at this stage than simply as a privilege of conducting 
business in a particular way. But the nature of the franchise 
is everywhere the same. The closest analysis can disclose 
variations only in accidents, not in essence. A franchise always 
remains a franchise, however much it may vary in value. 

A more difficult question arises when an attempt is made to 
measure the franchise of a corporation. We have seen that 
there are iH)t less than thirteen separate methods of taxing 
corporations and that each of these methods, with one exception, 
is declared to involve a franchise tax. There are yet other 
methods of measuring franchise, such as the value of the capi- 
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tal stock less the value of the property, the value of the stock 
less the value of the tangible property, the value of the stock less 
the value of the realty, the value of the stock and bonds less 
each or all of these items, etc., etc. In other words there 
is a total lack of uniformity. Each commonwealth measures 
the franchise of its corporations in its own way. And it 
frequently happens that the same commonwealth measures 
the franchises of different corporations in different ways. 
There is an utter absence of any common standard of measure- 
ment. Capital stock, stock minus property, stock minus realty, 
bonded debt, business, gross earnings, dividends, profits, etc., 
are each declared to be the value of the franchise. The result 
is hopeless confusion. It would be useless to examine the 
methods of all the states. A single example — that of New 
Jersey — will suffice. 

The state board of assessors of New Jersey have published 
since "^1884 several bulky volumes in which they discuss the 
details of corporate assessment. In the case of railroads they 
have adopted the following plan.^ The market value of the stock 
is added to the market value of the debt. From this aggregate 
the total value of the tangible corporate property is deducted. 
The remainder is declared to be the " adventitious value of the 
entire road, its privileges included." The board then takes 
sixty per cent of this value and declares the result to be the 
value of the franchise. To this franchise value the board then 
adds the value of the real and tangible property, known as the 
"abstract value" of the road. The result is what is termed 
the entire value of the railway for purposes of taxation. But 
this is not all. For if the value of the tangible property ex- 
ceeds the value of the stock and debt, then the board declares 
the franchise to be twenty per cent of the gross earnings. It 
will be readily perceived that this measurement of a franchise, 
which may give a result less than nothing, is rather awkward. 
And the courts of New Jersey have indeed overturned this 
portion of the assessors' standard by pronouncing the estimate 

1 Report of the State Board of Assessors of New Jersey, 1884, p. 26; 1885, p. II; 
t886, p. 28; 1888, p. 6. 
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based on gross earnings unconstitutional.^ But the main ele- 
ment in the method of valuation was upheld on the easy- 
going principle that no substantial injustice was done. It 
is this absence of "substantial injustice" to which is due 
the chaotic condition of franchise taxation in this country 
to-day. 

In Illinois and California the method of taxing franchises is 
similar to that of New Jersey. In Illinois the board of equali- 
zation adds the cash value of the stock to that of the debt 
(excluding current debt), and declares the result to be the fair 
cash value of the capital stock including the franchise. From 
this the board deducts the equalized value of all the tangible 
property. The remainder is declared to be the value of the cap- 
ital stock and franchise subject to taxation. This method was 
upheld by the Supreme Court of the United States as being 
"probably as fair as any other" !^ In California the value of 
the franchise is determined by subtracting from the actual value 
of the capital stock the value of all the items of property.* In 
the other states the determination of franchise is generally 
fixed by statute, but the variety of methods is infinite. 

The meaning of "franchise tax" is thus something utterly 
indefinite. What is called a franchise tax in one state may be 
absolutely unlike the franchise tax in the adjoining state. The 
only course open for us, therefore, is to discuss the principles 
underlying corporate taxation, whether the tax be called tech- 
nically a franchise tax or not. But before proceeding to this 
there still remain a few points for examination. 

What is the real significance of the franchise tax ? Why is 
it desirable that such a hard and fast line should be drawn be- 
tween the property tax and the franchise tax? What is the 
meaning of the distinction ? 

The answer is very plain. In the first place, according to 

1 Case of Railroad Tax Law, N.J. Court of Errors and Appeals. Decided May 
29, 1886. The case may be found in full in the third annual report of the state 
board of assessors, 1886, pp. 79-173. 

2 State Railroad Tax Cases, 2 Otto, 575. 

' Approved in Spring Valley Water Works vs. Schottler, 62 Cal. 69, 118; Burke 
OT. Badlam, 57 Cal. 594; San Jose County vs. Jannary, 57 Cal. 614. 
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the constitutions of several of the states the taxes on property 
must be uniform. If, however, the corporation tax is held to 
be a franchise tax, then there is no necessity of such uniformity 
between the tax on individuals and that on corporations. Sec- 
ondly, according to the principles of our property tax, deductions 
are allowed for certain classes of exempt or extra-territorial 
property. If the tax is a franchise tax, such exemptions cannot 
be claimed. Finally, if the tax is a franchise tax, many of the 
objections to double taxation would be removed, as we shall see 
in the succeeding essay. Every commonwealth imposing a 
franchise tax could, for instance, assess the entire capital of a 
corporation, although only a very small portion might be located 
or employed within the state. We can hence readily understand 
the persistence with which the corporations seek to uphold the 
distinction and to have the imposition declared not a franchise 
but a property tax. 

The question has arisen almost exclusively in connection with 
the taxation of capital stock or of deposits. In the case of de- 
posits of savings banks the decisions are almost uniform that the 
tax is one on the franchise and not on the property.^ Among 
the few commonwealths that tax such deposits, Connecticut, 
Maine, Maryland and Massachusetts accept this view. There 
is no necessary relation between the amount of the deposits and 
the extent of the property. The tax is therefore valid even 
if the deposits are invested in United States securities. Only 
one commonwealth. New Hampshire, has held out against the 
genera] tendency and pronounced the tax on deposits to be a 
property tax.^ In the case of capital stock the matter is more 
complicated and the decisions are more divergent. That capital 
stock is in one sense property will of course be denied by no 
one. But the question whether the tax on capital stock is 
tantamount to a tax on general property is a different one. In 

1 Maryland lis. Central Savings Bank, 72 Md. 92; Coite vs. Society for Savings, 32 
Conn. 173, affirmed in 6 Wall. 594; Provident Institution vs. Massachusetts, 8 Wall. 
6n. See also Commonwealth vs. Savings Bank, 123 Mass. 493; Jones vs. Savings 
Bank, 66 Me. 242. 

2 Bartlett vs. Carter, 59 N.H. 105. 
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several commonwealths it has been held that capital stock 
practically represents the property, and that the two are inter- 
changeable terms to all intents and purposes.^ But as regards 
simply the tax on capital stock in general, other commonwealths 
have decided, and the federal courts have affirmed the decis- 
ion, that it is not a tax on the property. Thus it has been held 
that the Delaware railroad tax of one quarter of one per cent 
on the actual cash value of the capital stock is not a tax on the 
property or on the shares of individuals, but a tax on the cor- 
poration, measured by a certain percentage on the value of its 
shares.^ In like manner the Massachusetts taxes on the whole 
value of the corporate shares and on the capital stock in excess 
of the value of the real estate and machinery have been pro- 
nounced taxes on the franchise and not on the property.' On 
the other hand the Connecticut courts have held that the tax 
on capital stock, plus indebtedness is not a tax on franchise but 
on property.* 

In the case of capital stock as measured by dividends, it is 
remarkable that the courts of Pennsylvania and New York have 
arrived at diametrically opposite conclusions. In Pennsylvania 
a long series of cases has consistently maintained the doctrine 
that the tax is one on property.^ The court has endeavored to 
lay down this rule : 

The test whether the tax in any given case is a franchise as distin- 
guished from a property tax, would seem to be that a tax according to 
a valuation is a tax on property, whereas a tax imposed according to 
nominal value or measured by some standard of mere calculation — as 
contrasted with valuation — fixed by the law itself may be a franchise tax.' 

1 Jones vs. Davis, 3 Ohio, 474; Burke vs. Badlam, 57 Cal. 594; New Orleans vs. 
Canal Co., 29 La. A. R. 851 ; Whitney vs. Madison, 23 Ind. 331 ; County Commission- 
ers vs. National Bank, 48 Md. 117. 

2 The Delaware Railroad Tax Case, 18 Wall. 206. 

* Hamilton Co. vs. Massachusetts, 6 Wall. 632; Commonwealth vs. Hamilton Man- 
ufacturing Co., 94 Mass. 298; Manufacturers' Insurance Co. vs. Loud, 99 Mass. 146; 
Portland Bank vs. Apthorp, 12 Mass. 252, decided in 1815, and the basis of all 
subsequent decisions. 

* Nichols vs. Railroad Co., 42 Conn. 103. 

* Fox's Appeal, 112 Pa. 359; Commonwealth vs. Standard Oil Co., 101 Pa. 1 19; 
Phoenix Iron Co. vs. Commonwealth, 59 Pa. 104; Catawissa Appeal, 78 Pa. 59. 

' loi Pa. 127. 
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This test, however, seems to be of very dubious applicability. 
The New York courts, on the other hand, have held the tax on 
capital stock to be a franchise and not a property tax.^ The case 
was carried in last instance to the federal court. Of course the 
fact that the statutes of Massachusetts and New York expressly 
declare the tax to be a franchise tax, is of no weight ; for it can 
justly be contended that no importance should attach to mere 
nomenclature. But the United States Supreme Court had 
already shown the tendency of its thought in the Massachu- 
setts and Delaware decisions just cited. Moreover, in a sub- 
sequent case, the court expressly said, although indeed obiter, 
that the New York tax was " a franchise tax in the nature of 
an income tax."^ Finally, in a very recent case, the tax 
has been definitely pronounced a franchise and not a property 
tax. The court uses the following language : ^ 

The tax is not upon the capital stock nor upon any bonds of the 
United States composing a part of that stock. . . . Reference is made 
to its capital stock and dividends only for the purpose of determining 
the amount of the tax to be exacted each year. 

While we may agree with this conclusion, serious exception 
must be taken to some of the grounds of the decision. The 
court says : 

By the term " corporate franchise "... as here used, we understand 
is meant . . . the right or privilege given by the state to two or more 
persons of being a corporation, that is, of doing business in a corporate 
capacity, and not the privilege or franchise, which, when incorporated, 
the company may exercise. 

That this is incorrect is clear from two facts. In the first 
place. New York already has a tax (at the rate of one-eighth of 
one per cent upon the amount of capital stock) which is paid by 
every corporation for the privilege of being a corporation. This 
tax is known as the state tax " on privilege of organization." A 

* People m. Home Insurance Co., 92 N. Y. 328. 

* Or, as it is said in another place, " a tax upon its franchise based upon its 
Income." Mercantile Bank vs. New York, 121 U. S. 158, 160. 

' Home Insurance Co. vs. State of New York, 10 Supreme Court Reporter, 593. 
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similar tax exists, as we have seen in the preceding essay,^ in 
eight other states. I designated it the "tax on corporation 
charters" for the express purpose of avoiding the confusion 
between this and the corporation taxes properly so-called. And 
I called attention to the confusion due to the action of Con- 
necticut, which calls this tax a "tax on corporate franchise," 
although in reality it is like the organization tax and not like 
the franchise tax in other commonwealths. We saw further 
that several states besides New York had an organization tax in 
addition to the franchise tax ; from which it clearly results that 
the organization tax is paid for the privilege of being a corpora- 
tion, and that the franchise tax is paid for the privilege which 
the corporation may exercise after it has obtained corporate 
rights. There would be no sense in levying two entirely 
distinct taxes for the same purpose. But secondly, the New 
York law states that the tax shall be paid by every " cor- 
poration, joint stock company or association " as a tax upon its 
" corporate franchise or business." Now manifestly the tax can- 
not be a tax on the privilege of being a corporation ; for associa- 
tions and joint stock companies do not possess this privilege. 
So far as they are concerned, the tax must certainly be a tax on 
conducting the business. But if the tax on the unincorporated 
companies be a tax on the business, how can it be said that the 
identical tax on the incorporated companies is a tax on the 
privilege of incorporation .'' The corporation must also conduct 
its business, just like the unincorporated company. To exempt 
the corporation from a tax on conducting its business, while 
assessing the unincorporated associations, would be rank in- 
justice. It must be admitted, then, that the only way to recon- 
cile the simultaneous and identical taxation of corporations and 
of other associations is to regard the tax as paid in each case 
for the privilege of conducting the business. Since the taxes 
are the same, the privileges are evidently considered the same. 
For additional privileges an additional incorporation tax is paid 
by the corporations only. 

1 Political Science Quarterly, V, 305 (June, 1890). 



No. 3.] THE TAXATION OF CORPORATIONS. 447 

All these considerations, however, are of little importance; 
for the decision can be defended on grounds totally neglected 
by the court. It may be granted, and in fact it is difficult to 
dispute the contention, that the tax is in one sense a tax on 
capital stock. Nevertheless it does not follow that the tax is a 
property and not a franchise tax. For from the economic point 
of view capital stock is not necessarily identical with the property 
of a corporation. In the first place there is the question of the 
market or par value of the stock. Some of the commonwealths, 
as we know, tax corporations on the amount, i.e. the par value, 
of the capital stock. Yet manifestly, where the market value of 
the stock may be double or half the par value, it cannot be 
maintained that the latter is identical with or an index to the 
value of the property. In no sense can capital stock at its par 
value be declared equivalent to the whole property. But even 
if we take the market value of the stock, we are not in a much 
better position. For many of our corporations, especially rail- 
roads, are created on the proceeds of the bonds. In such cases, 
although the property may be very great, the profits are devoted 
mainly to meeting the interest on the bonded debt. There may 
be no dividends, and the value of the stock therefore may be 
very slight. Yet the property which produces these profits may 
be enormous. Evidently the capital stock and the whole prop- 
erty are not identical. But we may go still farther. Even in 
the case of corporations which have no bonded debt, if the 
property does not pay good dividends, the capital stock even 
at its market value is no index of the property. A model- 
dwellings company may have property worth a million dollars ; 
yet if it is so managed as to pay no dividends, the stock will 
sell in the market for a very small sum. The value of this 
depreciated stock is evidently not the same as that of the com- 
pany's real property. They are not interchangeable terms. 
Thus from whatever point of view we regard it, capital stock 
economically speaking is not identical with the corporate prop- 
erty. A tax on capital stock is not a tax on the whole property. 

In reality, the entire treatment of a franchise tax is based 
largely on a legal fiction. The conception is legal, not eco- 
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nomic. It was devised by our legislatures and extended by our 
courts simply to evade the evil results of our general property 
tax.^ Except in so far as corporations may be righteously made 
to pay a lump sum for the charter, there is no reason why 
they should be put on a different footing from joint stock com- 
panies or other associations. The ability of an association to 
pay, that is, its earning power, is not changed a whit by the 
simple fact of incorporation. The privilege of limited liability, 
however important it may be to the individual stockholders and 
however great the amount that may be demanded for the privi- 
lege as a condition precedent to organization, does not alter the 
taxable capacity of the association after it has once become a 
corporation. If the corporate franchise itself constituted the 
justification of a tax, how would it then be possible to tax unin- 
corporated companies in the same way 1 And yet to exempt 
the latter would clearly constitute a glaring inequality. 

There remain finally the questions as to what franchises are 
taxable and to what extent. As to the latter, it may be asserted 
that the taxation of corporate franchises has no limitation except 
the discretion of the taxing power.^ The single qualification 
to this is the principle that no commonwealth can impose a fran- 
chise tax that may in any way, either directly or indirectly, 
interfere with or hamper interstate commerce.^ As to the 
franchises that are taxable, it is a principle of the American 
polity that no state can impose a franchise tax on corporations 
chartered by the United States.* Even national banks cannot 
be subjected to license or privilege taxes.* Further than this 

1 This is apparent from the New York law of l866, chap. 76:, which declared the 
privileges and franchises of savings banks to be personal property, and taxable to an 
amount not exceeding the gross sum of the surplus earned. In Monroe County Sav- 
ings Bank vs. City of Rochester, 37 N. Y. 365, the law was upheld, although the bank 
had a portion of its property invested in United States bonds. The court held that 
since the tax was upon franchise it was unimportant in what manner the property of 
the corporation was invested. " The reference to property is made only to ascertain 
the value of the thing assessed." 

* California vs. Southern Pacific R. R. Co., 127 U. S. 41 ; Delaware Railroad Tax 
Case, 18 Wall. 231. 

* Philadelphia and Southern Mail Steamship Co. vs. Pennsylvania, 122 U. S. 345. 

* California vs. Southern Pacific R. R. Co., 127 U. S. 40. 

' Mayor vs. National Bank of Macon, 59 Ga. 648; City of Carthage vs. National 
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it is a commonly accepted doctrine that no state can impose a 
franchise tax on foreign corporations. The whole question of 
the taxation of foreign as opposed to domestic corporations will 
be fully discussed in the succeeding essay. It may be succinctly 
stated here, however, that the principles of interstate comity are 
opposed to the franchise tax on foreign corporations, for the 
reason that the corporate franchise has no existence apart from 
the laws of the state which created it. But it is significant that 
Massachusetts has upheld the opposite doctrine.^ In New 
York this has led to a curious legal quibble. The act of 1881 
imposed the capital stock tax as a tax " on the corporate fran- 
chise or business." It was upheld as to foreign corporations as 
being a tax not on the franchise (which would be considered 
inadmissible) but on the business transacted in the state.^ The 
court however says : " Whether the tax upon a domestic corpo- 
ration be called a tax upon franchise or upon business is wholly 
unimportant." We may go farther and say that from the eco- 
nomic standpoint it is wholly immaterial whether the tax upon 
any corporation be called a tax on franchise or a tax on busi- 
ness. In an economic sense the franchise tax means nothing 
at all. It is so utterly indefinite that it defies exact analysis. 
To the student of the science of finance it is a useless concep- 
tion. 

V. Criticism of the Principles. 

Let us therefore leave the domain of these legal quibbles and 
attempt to analyze the economic principles underlying the taxes 
actually in vogue, irrespective of the question whether they are 
called franchise taxes or not. It will be best to take them up 
in the order mentioned above. ^ 

First, the general property tax, or the taxation of the corporate 
realty plus its visible and invisible personalty at its actual 
value. It will not be necessary to show the inadequacy of this 

Bank of Carthage, 71 Mo. 508; National Bank of Chattanooga vs. Mayor, 8 Heiskell, 
814. Cf. Report of the Secretary of the Treasury, 1889, p. 408. 

^ Attorney-General vs. Bay State Mining Co., 99 Mass. 148. 

2 People vs. Equitable Trust Co. of New London, Conn., 96 N. Y. 396-7. 

s Political Science Quarterly, V, 306 (June, 1890). 
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method. All the actual reforms are away from this primitive 
plan. We have seen in a previous essay that the standard of 
taxation is ability to pay, and that this ability is no longer pro- 
portional to the general mass of property. The general prop- 
erty tax is to-day antiquated. When it is levied by the local 
assessors, it becomes especially unjust. Even when assessed 
by a separate state board it is inexact, and exhibits all the 
defects of the general property tax on individuals. We may 
conclude, with the railroad tax commission of 1879, that as a 
system it is open to almost every conceivable objection.^ 

The cost of the property, as a basis for taxation, is even less 
defensible than the value of the property. For no one would 
assert that the original cost of corporate property bears any 
necessary relation to the present value, much less to its present 
earning capacity. This method is so obviously unjust as to 
deserve no further mention. 

The capital stock at its market value. This plan is open to 
several vital objections. The idea is that the market value of 
the stock will be practically equivalent to the value of the prop- 
erty, or, as it is put by some of our state courts, that the entire 
property of a corporation is identical with its stock.^ But as I 
have already observed, heavily bonded corporations would in 
this way entirely escape taxation. In such cases — ^nd they 
are the great majority — the capital stock alone would not 
represent the value of the property. But secondly, even in the 
case of corporations without any bonded debt, the tax is unjust, 
because it does not necessarily bear any relation to the earning 
capacity. If a company without bonded debt pays dividends, 
then indeed the value of the stock is a fair index to earning 
capacity. Its value would represent the capitalized earnings. 
But if there are no dividends, the value of the capital stock is 
wholly uncertain and largely speculative, depending on the 
manipulations of the stock exchange. It frequently happens 
that non-dividend-paying stock fluctuates in value from thirty 

1 Taxation of Railroads and Railroad Securities, by C. F. Adams, W. B. Wil- 
liams and J. H. Oberly (1880), p. 8. 
^ See above, p. 447. 
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to fifty per cent within one year. Clearly a method of taxation 
which in such large classes of cases bears absolutely no propor- 
tion to the earning capacity or productiveness of the property 
cannot be successfully defended. We can again agree with the 
railroad tax commission in their conclusion that the tax on the 
value of the capital stock is " clumsy and devoid of scientific 
merit," that it "would admit of evasions in a most obvious way" 
and that "it is impossible of any general application."^ 

The New York statute which governs the taxation of cor- 
porations for exclusively local purposes requires the capital stock 
to be assessed "at its actual value in cash." In determining 
the " actual " value, the assessors are in the habit of taking the 
market value of the shares or, if they so prefer, the "book 
value," i.e. a value obtained by estimating the assets sepa- 
rately and deducting from the aggregate the total amount of 
the liabilities, actual or contingent. The latter method is em- 
ployed when the market value of the stock is fictitious or 
artificially inflated.^ But in principle it is open to precisely the 
same criticism as the other. 

The capital stock at its par value. This method is open to all 
the objections of the preceding and to many more in addition. 
Moreover, it is peculiarly liable to evasion. Thus in New York 
it is a common practice for corporations to evade the organiza- 
tion tax of one-eighth of one per cent on the amount of the 
capital stock, by issuing a nominally small capital, but selling it 
to the stockholders at a premium of several hundred per cent. 
The market value of the stock is at once many times the par 
value. The sole recommendation of the tax is the facility of 
ascertainment. But this does not compensate for its obvious 
defects. The par value of stock is certainly no gauge either of 
the real worth of the property or of its earning capacity. This 
is perhaps the least defensible of all the methods, and merits no 
serious consideration. 

The capital stock plus the bonded debt at the market value, 

1 Report, etc., p. 7. 

^ Davies, System of Taxation in New York, p. 9 ; People ex rel. Bank of the Com- 
monwealth vs. Commissioners of Taxes, 23 N. Y. 194. 
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or more logically still, the capital stock plus the total debt. The 
justification for adding to the value of the stock the value of all 
that the company owes, i.e. the funded and the unfunded debt. 
Is the simple fact that the existence of this indebtedness makes 
the stock worth just so much less. The sum of the two elements 
is a far better index to the value of the property than the capital 
stock alone ; for it prevents the exemption of heavily bonded 
companies. This method is much preferable to any that has yet 
been discussed. And still it is open to some objections. Owing 
to the complications of our interstate polity, the proceeds of the 
tax, in all cases where the stock and bonds of a corporation are 
owned outside of the commonwealth, will accrue not to the 
state of the owner's residence, but to the state where the cor- 
porate property is situated. Secondly, when the tax is on 
bonds as well as on stock it will be inadequate, because appli- 
cable only to the bonds owned by residents of the state. Both 
these points will be discussed more fully in the succeeding 
essay. Thirdly and principally, in all those cases where the 
corporation pays no dividends and its stock nevertheless 
possesses a speculative value, the tax will not necessarily bear 
any relation to the earning capacity or productiveness of the 
company, for the reasons adduced above. In short, while this 
method is better than the taxation of capital stock, it does not 
avoid all the objections that have been urged against the latter. 

There remain thus only the taxes on earnings, business, 
dividends and profits. 

The gross earnings. This tax was the one recommended by 
the railroad tax commission. It possesses many undeniable advan- 
tages. The tax is certain, easily ascertained, and not susceptible 
of evasion. But it has one fatal defect. It is not proportional 
to the real earning capacity. It takes no account of the cost, nor 
does it pay any regard to the expenses, which may be necessary 
and just. For example, when the cost of building a railroad is 
great, its gross earnings must be correspondingly large in order 
to enable its owners to realize any fair return on the invest- 
ment. A tax on gross earnings does not recognize this dis- 
tinction. It discriminates unfairly between companies, and 
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makes a line built at great expense and with great risk pay 
a penalty for the enterprise of its constructors. Again, a gross 
earnings tax takes no account of expenses. Of two corpora- 
tions which have equally large gross receipts, one may be in 
a naturally disadvantageous position which increases unduly 
the cost of operation or management. Clearly its ability to 
pay is not so great as that of the rival company in possession 
of natural advantages. In short, the gross receipts tax is like 
the old tithe on land, the most primitive and the most unjust 
of all land taxes. For two pieces of land may yield the same 
product and yet, owing to difference in the expenses of cultiva- 
tion, may bring in very different profits to the owner. The 
very first development in all early tax systems is to replace the 
tithe by a tax on the value or the profits of the property. 

These defects in the proportional earnings tax are so apparent 
that several commonwealths, as we know, have introduced, in 
the case of railroads at least, the graded gross earnings tax. The 
rate per cent increases with the earnings. But this system of 
progressive or graded earnings taxation, while incontestably an 
improvement, removes the objection only in part ; for the gradua- 
tion takes place only up to a certain point. Above all, there is 
absolutely no guarantee that the increase of net receipts will 
correspond to the increase of the gross receipts. There is no 
necessary connection between them. A corporation with gross 
receipts of five thousand dollars per mile may have actually less 
net receipts than one with four thousand dollars per mile. A 
graded earnings tax would in such a case intensify the disad- 
vantages of the first line and augment the injustice. To tax 
gross earnings is an essentially slipshod method. 

The business transacted. This tax, while closely analogous to 
the gross earnings tax, does not, however, possess all its advan- 
tages. The business may be large but not lucrative. An exten- 
sive business does not even mean proportionally extensive gross 
earnings. The business transacted is an exceedingly rough way 
of ascertaining the prosperity of a corporation. It affords no 
accurate test of profits. It fails to take account of the personal 
equation which may make all the difference between good and 
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bad management. Clearly the tax on business is but a clumsy 
device. 

The dividends or the capital stock according to dividends. 
Economically speaking these taxes are the same. But from 
the legal point of view there is a decided difference, at least 
according to the opinion of our Supreme Court. The problem 
arises in connection with the subject of extraterritoriality, and 
it will be fully discussed in the next essay. But we are dealing 
here only with the economic problem. The dividends tax, it 
may be said, is good so far as it goes. But it does not go far 
enough. It is indeed true that objections have sometimes been 
raised which are of little weight. Thus it has been contended 
that this tax fails to reach the profits which are not divided 
but simply put into a reserve fund. Some commonwealths have 
even sought to obviate this supposed difficulty by providing that 
the tax should apply to the dividends, whether declared or 
merely earned and not divided. But this objection is of no 
importance. For even if the undivided earnings are not taxed, 
they go into the reserve or surplus fund. As this increases the 
corporate capital, it must in the long run lead to increased earn- 
ings on the larger capital. And as the surplus cannot be 
increased indefinitely, it will ultimately find its way to the 
shareholders as dividends, and thus become liable to the tax. 

Another objection which might be urged is that a corporation 
may devote a portion of its earnings to new construction or to 
new equipment. This expense may be defrayed out of profits, 
instead of from the capital or construction fund. The dividends 
in such a case, it might be said, do not represent the actual 
earning capacity of the enterprise. But while this is true 
temporarily, the improvements made by the corporation neces- 
sarily enhance the value of the property and lead to ultimately 
increased dividends. So that in the long run a tax on dividends 
would still reach the corporation. 

The real objection to the dividends tax is of quite a different 
character. The taxation of dividends is utterly inadequate 
when applied to those corporations which have bonded indebted- 
ness. One corporation may have only a capital stock with 
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earnings or dividends of five per cent. Another corporation, 
with the same earnings, may have collected an identical amount 
of money, of which one half, however, is represented by five per 
cent bonds. A tax on dividends, while nominally equal, would 
then be actually most unequal. The one corporation would pay 
just twice as much as the other. This objection has been rec- 
ognized, but only once, in American legislation. The United 
States internal revenue law of 1864 provided for a five per 
cent (raised from three per cent in 1862) tax, which, in the case 
of railroads, canals, turnpike, navigation and slackwater com- 
panies, was imposed on all dividends, as well as on all coupons or 
interest on evidences of indebtedness and on all profits carried to 
the account of any fund. While in the case of those companies 
which were not presumed to have any bonded debt, like banks, 
trust companies, savings institutions and insurance companies, 
the tax was imposed only on dividends and surplus.^ The federal 
law, indeed, violated strict consistency in imposing a gross earn- 
ings tax also on transportation and on certain insurance compa- 
nies. But the correct implication in the law was the inadequacy 
of a tax on dividends alone. In fact the objections to the divi- 
dends tax are closely analogous to those that we found in the 
capital stock tax as over against the tax on stock plus debt. It 
reaches only a part of the corporate earning capacity. 

We thus come finally to the tax on net earnings, or rather on 
net receipts, profits or income. Net receipts form the most 
logical basis for corporate taxation. The tax is not unequal in 
its operation like the gross earnings tax. It holds out no induce- 
ment to check improvements, like the general property tax. It 
is just ; it is simple ; it is perfectly proportional to productive 
capacity. In short, it satisfies all the requirements of a scien- 
tific system. 

There are indeed two possible objections to a tax on net 
receipts. One is that the accounts may be " cooked " by paying 
unduly large salaries to the officers ; that is, the profits may be 
divided as nominal expenses, thereby leaving very insignificant 

1 Act of July 1, 1862, 37th Cong., 2d Sess., chap. 119, sees. 81, 82; extended and 
amplified by act of June 30, 1864, 38th Cong., ist Sess., chap. 173, sec. 122. 
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net receipts or none at all. But this objection would not apply 
at all to the vast majority of corporations, whose stock or bonds 
are held by outside parties. These owners will not consent to 
see their dividends or interest curtailed by any practices of 
this nature. The danger can be real, only in respect to the few 
corporations in which the stock is owned entirely by the managers. 
But these are chiefly manufacturing corporations, which, as we 
know, are usually exempted from the general corporation tax. 
Even here, however, the danger is not very great. We hear 
of no complaints on this score in the American commonwealths 
where the net receipts tax prevails. And in Europe, where this 
method of taxation is well nigh universal, the objection has never 
been raised. It may be pronounced, thus, of little importance. 
But secondly, it may be contended that the tax is impracti- 
cable in the case of great railroad corporations which, having 
leased lines in other states, are interested in so manipulating 
the traffic that the heavily mortgaged leased lines will earn little 
or nothing above fixed charges. Such cases are very common. 
The commonwealths in which such leased lines are situated, it 
is argued, will be robbed of the whole benefit of the tax ; for the 
proceeds accrue to the state of the parent company. In reality, 
this apparent objection arises simply from a quibble about 
words. Of course net receipts must be strictly defined. The 
logical basis of corporate taxation is the total annual revenue 
from all sources minus all actual expenditures except interest 
and taxes. The reason for not deducting fixed charges, i.e. 
interest on the bonds, is the same as that which leads Connecti- 
cut to levy its railroad tax on capital plus debt, and which made 
the federal government tax coupons as well as dividends. Both 
together represent earning capacity. Although the interest on 
the funded debt is known by the name of fixed charges, it is in 
reality part of the profits which, in the absence of funded debt, 
would go to the shareholders as dividends. It would be suicidal 
so to frame the definition of net receipts as to exclude this 
interest on bonds. Net receipts of a corporation mean gross 
receipts minus actual current expenses. Any other definition 
would confuse the whole conception. 
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In several commonwealths some very dubious and in general 
quite arbitrary distinctions have been attempted. The Minne- 
sota courts have held that " earnings " means only receipts from 
operation.^ Under the New York law it has been held that 
"income" means gross income, and that "profits" means gross 
not clear profits.^ But this decision was owing to some pecul- 
iarities of the statutory phraseology. From the standpoint of 
the science of finance we understand by "income," net income, 
and by "profits," net profits. So in Pennsylvania and Alabama 
it has been held that income, gains or net earnings means the 
whole product of the business, deducting nothing but expenses.^ 
The Thurman law, indeed, which regulates the relations of the 
federal government to the Pacific railroads, defines net earnings 
in a different way, viz., as the gross earnings, deducting "the 
necessary expenses actually paid within the year in operating 
the lines and keeping the same in a state of repair," and also 
deducting "the sums paid by them in discharge of interest on 
their first mortgage bonds," but "excluding all sums paid for 
interest on any other portion of their indebtedness." * It is 
evident at a glance how utterly arbitrary this is. The explana- 
tion lies not in any economic principle but in a particular legis- 
lative provision whereby the first mortgage bonds are given 
precedence over the government liens. The Interstate Com- 
merce Commission makes a distinction between earnings and 
income, including in earnings only receipts from transportation, 
and designating as income the receipts from property owned 
but not operated. The aggregate it calls total earnings and 
income.^ But while the separation of earnings is correct, the 
nomenclature is on the whole confusing. The term income 



1 State vs. Railroad Co., 30 Minn. 311. 

' People vs. Supervisors of Niagara, 4 Hill. 20; People vs. Supervisors of New 
York, 18 Wend. 605. 

3 Commonwealth vs. Pa. Gas Coal Co., 62 Pa. 241 ; Board of Revenue vs. Gas 
Light Co., 64 Ala. 269. In the case of mines, "net proceeds" have been defined; 
Montana Code, § 1 79 1. 

* Act of May 7, 1878, 45th Cong., 2d Sess., chap. 96, sec. I. 

' Report on the Statistics of Railways in the U. S. to the Interstate Commerce 
Commission, 1889. 
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should be reserved for the conception net profits. In Virginia 
the net income of corporations is ascertained by "deducting 
from gross receipts the costs of operation, repairs and interest 
on indebtedness." ^ But this as we have seen is economically 
incorrect. Interest on bonds must not be deducted. 

If it should be desired to obtain a more exact definition of 
net receipts or income in the case of railroad companies, the 
following would be an economically sound method of proceeding : 
Gross receipts consist of all earnings from transportation of 
freight and passengers, receipts from bonds and stocks owned, 
rents of property and all miscellaneous receipts from ancillary 
business enterprises or otherwise. From these aggregate gross 
receipts we should deduct what are classified by the Interstate 
Commerce Commission as operating expenses, that is, expenses 
for conducting transportation, for maintenance of roadway, 
structures and equipment, and general expenses of management. 
But no deduction should be made for fixed charges, i.e. for taxes 
or for interest on the debt, nor should any deduction be allowed 
for the amount used in new construction, betterments, invest- 
ments, new equipment or any of the expenditures that find 
their way into profit and loss account. The method here sug- 
gested would lead to the abolition of one of the greatest abuses 
of American railway management — that of putting all possible 
expenses into the construction account. Our railways, for 
example, frequently fail to charge the maintenance and repair 
of their rolling stock to current expenses. When the equip- 
ment has become unserviceable, new stock is bought and 
charged to the construction or the profit and loss account. 
But in the meantime the nominal earnings of the railway will 
seem to have been large, and the managers will have reaped 
whatever temporary benefit they may have desired. The taxa- 
tion of net profit in the sense that I have indicated would tend 
to check this practice, since deductions would be allowed for 
maintenance, but not for new equipment. A tax on net receipts 
would possess not only a financial, but also a wider economic 
advantage. 

1 Va. Laws of 1883-4, chap. 450, sec. 20. 
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European experience all points to net earnings taxation as 
the best system. One country indeed still assesses corporate 
property in some form or other. Switzerland, as we have seen, 
is the only European state which has retained the mediaeval 
system once common to all countries. The reasons, as was 
pointed out, are the comparative equality of conditions and the 
survival of the primitive villages and agricultural communities 
with all the circumstances of a placid and homogeneous eco- 
nomic life. But it is significant that many of the Swiss common- 
wealths in which we notice a gradual industrial development 
and a consequent differentiation of property, have attempted to 
remedy some of the obvious defects of the general property tax 
by supplementing it with an income tax. Thus some cantons, 
like Schaffhausen, Zurich, Basel, Aargau and others, tax cor- 
porations on their capital or reserve fund ; but if the net receipts 
exceed a certain percentage of the capital, the corporations are 
assessed on their income. This system resembles, although in 
a very slight degree, the New York and Pennsylvania systems. 
Other cantons again, like Bern, have abandoned the general 
property tax, and assess corporations only on real estate and 
income. Finally some cantons, like St. Gallen and Neuenburg, 
tax corporations directly only on their income. Thus even in 
Switzerland, with its lurking fondness for mediaeval customs, 
we see that the tendency is almost everywhere away from the 
taxation of corporate property. In the other European states 
this tendency has passed into accomplished fact. 

In England all corporations are held to be " persons " within 
schedule D of the income tax. Consequently they pay a tax 
on their net annual profits or gains. A series of important 
cases has elaborated the principles that should determine the 
exact nature of net profits.^ The rules laid down are analogous 
to those described in my definition of net receipts just given. 
The tax, moreover, is paid before the dividends are declared. 
Railroads are also subject to the special passenger duty of five 
per cent on receipts from passengers. But this is merely a 
survival of the old tax on stage coaches. 

1 Ellis, A Guide to the Income Tax Acts, 2d ed., pp. 80, 92-101. 
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In France all corporations pay a tax on net profits in the 
shape of a three per cent tax on dividends, coupons and profits, 
known as the tax " sur le revenu des valeurs tnobili^res." The 
tax is also applicable to joint stock companies and commercial 
enterprises.^ Mutual insurance companies and similar associa- 
tions have been exempted by judicial interpretation. Like 
individuals, corporations are also subject to real estate taxes and 
to the license taxes {impdt des patentes) on occupations. In the 
case of railroads, however, we still find a partial tax on gross 
receipts. The five per cent tax on gross receipts from freight, 
which was imposed after the Franco-Prussian war, proved to be 
so vexatious and so obstructive to industrial development that 
it was abolished a few years later.^ But the old " tax on public 
conveyances," — a percentage on the fare, — which dates from 
the last century, was extended in 1855 to the receipts from 
passengers and express traffic. In practice, however, this " pub- 
lic conveyance" or transportation tax* is not a direct tax on the 
corporations at all, but an indirect tax on passengers and on 
consignors of express packages ; for the tax is added to the 
price of the ticket or receipt and is paid by the individual, not 
the company. The direct tax thus is still one on net earnings. 
Corporations also pay the indirect taxes, like the stamp tax 
(droit de timbre) and the transfer tax (droit de transmission) on 
shares and bonds. But they may and generally do commute 
for these by paying an annual tax of one twentieth and one fifth 
of one per cent respectively on the amount of their capital stock. 
This is simply to facilitate the administrative procedure. 

In Italy corporations are taxed on their income or net earn- 
ings just like individuals, by the imposta sui redditi della ricchezza 
mobile. This " revenue of personal property," as it is called, is 

* The tax is imposed on " les interSts, dividendes, revenus et tous autres produits 
des actions de toute nature " of stock companies, and on " les int^rSts, produits et 
benefices annuelles des parts d'interfit et commandites " of all associations, etc., with- 
out a divisible share capital. Law of June 29, 1 87 1, art. i. Cf. Tanquerey, Traite 
th^orique et pratique de I'impSt sur le revenu des valeurs mobiliferes, pp. 23, 51, 143, 
etc. 

* Levied in 1874; abolished in 1878. 

' Droit sur les voitures publiques. Cf. Vignes, Traite des imp8ts en France, 4th 
ed., I, 192. 
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declared to consist, so far as corporations are concerned, in " all 
interest or dividends paid." ^ To make the term dividends still 
clearer, the law provides that " in the estimate of income are 
included all sums, under whatsoever title, distributed among the 
shareholders or added to capital, surplus or sinking fund or 
otherwise used in cancelling debts." ^ The Italian system is 
thus as comprehensive as the English. 

In Germany the taxation of corporations varies widely in the 
different commonwealths.^ Prussia and a few of the smaller 
states tax corporations for state purposes only on their realty 
and on their occupation {gewerbe-steuer). They are not taxable 
on income or net profits, because the shareholders are individ- 
ually taxed on their income from the corporation. This point 
will be discussed in detail in the following essay. In all the 
other states, however, corporations are taxed on their income. 
Even in Prussia railroads have been assessed since 1853 on 
their net receipts. The local taxes vary exceedingly through- 
out the empire. But whenever corporations are taxed at all 
on receipts, it is on net income. Corporations were formerly 
exempt from the local income tax, but they are now almost 
universally subject to this wherever it exists.* Only in one 



^ Sono considerati come redditi di ricchezza mobile esistenti nello state . . . gli 
interessi e dividend! pagati . . . delle compagnie commerciali, industrial! e di assicu- 
razione. Law of August 24, 1877, art. 3, b. 

' Nel reddito delle society anonime ed in accomandita per azioni, compresevi le 
societal d'assicurazione mutua od a premio fisso saranno computate indistintamente 
tutte le somme ripartite sotto qualsiasi titolo fra i soci e quelle portate in aumento del 
capitate o del fondo di riserva ed ammortizzazione, od altrimente impiegate anche in 
estinzione dei debiti. Ibid. art. 30. Cf. in general Oronzo Quarta, L 'imposta sulla 
ricchezza mobile, 2 vols. (Turin). See also Alessio, Saggio sul sistema tributario in Italia, 
I, 345; the chapters on Italy in Chailley, L'imp6t sur le revenu; and Burkart, Die 
italienische Steuer auf die Einkunfte vom bewegliclten Vermogen, in Schanz's Finatu 
Archiv,Vl (1889), 30. 

° For full details as to corporate taxation in each of the German states, see Antoni, 
Die Steuersubjecte im Zusammenhalte mit der Durchfuhrung der AUgemeinheit der 
Besteuerung nach den in Deutschland geltenden Staatssteuergesetzen. Finam Archiv, 
V (1888), 382-499, especially 475 et seq. 

*This is true especially since the Prussian Communalsteuernothgesetz of 1885. 
See Cohn, Finanzwissenschaft, p. 660. Cf. also Meier, Ueber die Frage der Com- 
munalbesteuerung (in Zehn Gutachten und Berichte uber die Communalsteuerfrage, 
veroffentlicht vom Verein fur Socialpolitik), p. 104. 
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instance are corporations taxed on their capital stock. In the 
case of mutual insurance companies, the dividends which the 
individual receives in part return for the premium he has paid 
can scarcely be termed net profits. On account of the difficulty 
of ascertaining the exact profits, Baden has therefore levied the 
income tax on an assumed amount of net profits, fixed at five 
per cent of the capital stock.* 

The net receipts tax may thus be declared applicable in 
theory to all corporations. The peculiar limitations which 
arise from the clashing of commonwealth laws will be discussed 
in the next paper. It has sometimes been urged that a tax on 
coiporate property is more just than a tax on corporate earn- 
ings, because the value of a corporate security is fixed not only 
by its present but also by its prospective productiveness. This 
is a specious objection. The answer is that under a system of 
earnings taxation the future product will be taxed when it ulti- 
mately appears. If productiveness be accepted at all as the 
standard of capacity, — and this is tacitly assumed in the above 
objection, — then the taxation of the product as it appears is the 
most logical and defensible method. But consideration for the 
individual producer makes it necessary to regard net, not gross 
product. If, therefore, any one principle be accepted as the 
basis of the general corporation tax, it should be net profits, and 
not gross earnings or property. 

VI. Practical Reforms, 

While the taxation of net receipts is without doubt the best 
system, it brings us face to face with the facts of our consti- 
tutional law. These, in certain cases, interpose serious difficulties. 
A commonwealth tax on the gross earnings of transportation 
companies is held to be unconstitutional, because it involves an 
interference with interstate transportation. In 1872, indeed, 
while a state tax on tonnage was pronounced unconstitutional 
because imposed practically on interstate commerce,^ a tax on 

* Lewald, Die direkten Steuern in Baden. Finanz Archiv, III, 807. 

* State Freight Tax Case, 15 Wallace, 232. 
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the gross receipts of transportation companies was sustained on 
the ground that the tax was laid upon a fund which had already 
become property.* But these refinements have lately been 
swept away and the gross earnings tax, in so far as it touches 
foreign or interstate commerce, has now been declared unconsti- 
tutional.2 It is very probable that the gross earnings even of 
railroads entirely within a state, if derived from business coming 
from or going to another state, fall equally within the constitu- 
tional prohibition, according to its latest interpretation by the 
Supreme Court. A gross receipts tax on transportation compa- 
nies may therefore be utterly discarded, as both economically 
unsound and legally invalid. Its continued existence in a few 
commonwealths can be explained only by the fact that the taxa- 
tion is light, and the corporations therefore prefer the certain- 
ties of the present illegal system to the uncertain future of a 
constitutional but perhaps more burdensome system. 

The question as to net profits or income, however, is much 
more doubtful. If a gross receipts tax is unconstitutional, will 
not a net receipts tax be equally so ? An obiter dictum of the 
court might lead us to suppose that there is a legal distinction 
between a net income and a net receipts tax, and that the 
former as applied to transportation companies is permissible.* 
And in the recent memorandum of a new system of taxation 
published by a member of the revenue commission of Pennsyl- 
vania, it is assumed that such a tax does not fall within the 
scope of the recent decisions, but is perfectly constitutional.* 
This would be a result much to be desired. But it must be 



1 Railway Gross Receipts Case, 15 Wallace, 284. 

" Fargo vs. Stevens, 121 U. S. 230; Philadelphia and Southern Mail Steamship Co. 
vs. Pennsylvania, 122 U.S. 326. Applied to telegraph companies in Ratterman vs. 
Western Union Telegraph Co., 127 U. S. 44. A license tax on telegraph companies 
is invalid for the same reason. Leloup vs. Port of Mobile, 127 U. S. 640. Cf. Tel- 
egraph Co. vs. Texas, 105 U. S. 460; Telegraph Co. vs. Massachusetts, 128 U. S. 39. 
Applied to sleeping car companies in 117 U. S. 34. 

^ The court holds that the gross receipts tax is unconstitutional because it is.a tax 
not on income but on receipts, i.e. on transportation. Query, virould not a tax on 
income then be constitutional? See 122 U. S. 345. 

John A. Wright, Memorandum of a System of Taxation, submitted to the com- 
mission for revbion of the revenue laws of Pennsylvania (1890), pp. 10, 13. 
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confessed that the final opinion of the court is problematical, in 
view of its extreme sensitiveness to any interference with inter- 
state commerce.^ 

If the decision of the court should be adverse, only one course 
would remain open in regard to transportation companies. If 
a tax on net receipts is the best tax, and if a state tax on net 
receipts be declared illegal, a national net receipts tax might be 
suggested. The federal law might impose a tax on net receipts, 
providing for the levy, if necessary, by the commonwealth offi- 
cials themselves, and apportioning the proceeds according to the 
mileage in each state. Such a plan would be free from all objec- 
tions of an economic nature and would avoid many of the diffi- 
culties connected with double taxation. The principle would 
be analogous to that of the English "grants in aid." But how- 
ever desirable such a plan would be, it is doubtful whether the 
national government has the constitutional right to levy a tax 
for such purposes. Entirely apart from the question of power, 
moreover, is the question of realization. And it must be con- 
fessed that such a federal tax on net earnings is wholly improb- 
able, at all events in the near future. As we are seeking not 
only the ideal, but also the practicable, some other plan must 
be devised. 

The only other method of taxing transportation companies 
which at all deserves approbation is that employed in Con- 
necticut, viz., laying the tax on the market value of the stock 
plus the indebtedness, in the proportion that the mileage within 
the state bears to the total mileage. This would be applicable 
to railway, telegraph, telephone and express companies, but of 
course not to ocean or coastwise steamship companies, which 
have no mileage within any state. Connecticut, as we know, 
applies the tax only to railroads. Such a tax would be certain, 
and simple of enforcement, and would attain justice as among 
the separate states. But, as we have seen, it would not attain 
perfect justice as among the separate corporations. Yet it is 

1 " In imposing [franchise] taxes care should be taken not to interfere with or 
hamper directly or by indirection interstate or foreign commerce." 122 U. S. 345. 
Cf. 127 U. S. 648. 
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SO far superior to all the other methods which have been dis- 
cussed, that it can be strongly recommended as the type to 
which the commonwealths should conform their taxation of 
transportation companies, if the net receipts tax be pronounced 
unconstitutional. As to all other corporations, however, the 
logical and entirely practicable system would be to tax them on 
their net revenue according to carefully defined rules. 

Thus far we have discussed only the state tax on cor- 
porations. But the lesser governmental divisions have also 
their claims to urge, especially in modern times, when local 
needs outweigh so heavily those of the states. Some com- 
monwealths, as we have seen, exempt corporations entirely 
from local taxation ; while a few others redistribute to the 
local districts a portion of the state corporation taxes. But 
in the large majority of commonwealths corporations are still 
locally taxable. This is perfectly right, even if the particular 
method of taxation is at fault, and for this reason: There 
are two separate principles in corporate as well as in indi- 
vidual taxation. The old justification of taxation as the price 
of protection can no longer be applied to the general state 
taxes. The science of finance has advanced beyond that stand- 
point. The obligation to pay taxes rests to-day on a far broader 
basis, which it is not our purpose, however, to discuss in this 
place. But as regards local taxation, there is still some truth 
in the old doctrine. The real property of corporations, as of 
individuals, is benefited in a peculiar sense by the action of the 
local administration. The security afforded by the public light- 
ing and the police, the indirect results of good schools and local 
courts, the advantages conferred by good sewers and good roads, 
— enure in a special manner to the benefit of the visible prop- 
erty situated in the neighborhood. And as the care of these 
matters is entirely within the competence of the local authority, 
it is only fair that the property directly benefited, and which is 
the chief cause of the local expenditures, should help to sustain 
the burden. This should be entirely without reference to the 
question whether the property also pays state taxes, or whether 
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it yields any profits to its owner. The test here is not the 
income, but the expenses occasioned to the local district. 

Hence while the real basis of state taxation of corporations is 
net receipts, all corporations should be made to pay a local tax 
on their real estate, which is so peculiarly benefited by and pro- 
ductive of local expenditures. The first principle in the taxation 
of corporations is ability to pay, and this is best recognized by 
the general tax on net receipts. The subordinate but equally 
necessary principle of corporate taxation is the benefit derived 
from or the expense occasioned to the local administration ; and 
this is best measured by the value of the real property. The 
principle of benefit is not the same as the principle of ability. 
The reasons for taxation are different, and therefore the forms 
of taxation should be different. The basis of local taxation, 
again, should be realty and not general property, for two rea- 
sons : first, because it is mainly the realty which comes into 
direct relations with the purely local functions ; second, because 
the attempt to tax personalty would immediately lead again to 
the uncertainty and confusion from which it has been the pol- 
icy of all recent reforms to extricate us. 

The New York system, therefore, is unwise for a double 
reason : first, because it imposes a state tax on corporate real 
estate ; and second, because it further imposes a local tax on 
the total corporate property. The Minnesota or the Connecticut 
system, as applied to railroads, is unwise because it imposes no 
local tax at all. The Washington system is unwise because it 
imposes only a single state tax which is in part redistributed 
to the local divisions. All these methods err because they fail 
to analyze the deeper principles that underlie corporate taxation. 

The plan of levying a general state tax and distributing a part 
of the proceeds to the counties or municipalities contains a fruit- 
ful idea. The system is already in vogue in an incomplete way 
in a few commonwealths.^ But it is susceptible of great expan- 
sion and may thus be of considerable value in solving the vexed 
question of purely local taxation. In so far as corporations are 

1 For details, see my monograph on Finance Statistics of the American Common- 
wealths, pp. 40, 41. 
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concerned, however, such a plan of redistribution is entirely 
premature. Until the proceeds of the state corporation tax are 
sufficient to enable the commonwealth to dispense entirely with 
the state tax on real property, nothing of the kind should be 
contemplated. Whatever claims the local divisions may justly 
have on the overfilled treasury of the commonwealth, must be set 
aside until the taxation of real estate is left exclusively to them. 
The abolition of the state tax on real estate is perhaps the most 
necessary reform in our general system ; to this all other re- 
forms must be subordinated. If indeed the commonwealth 
treasury should be supplied though other sources, such as a 
state inheritance tax or a state income tax or a state tax on 
other elements, then it would be possible not only to abandon 
the state taxation of real estate, but also to relinquish to the 
localities a portion of the state corporation taxes. But until 
that time arrives, a distribution of the corporation taxes among 
the local divisions will be inadvisable. The logical plan for the 
immediate future is to tax corporations on their net receipts 
for state purposes (with the requisite qualification for transporta- 
tion companies), and to tax them on their real property for local 
purposes. This, and this alone, satisfies all the demands of 
scientific method and of practical policy.' 

Edwin R. A. Seligman. 

* The next essay will be devoted to an economic analysis of the intricate problems 
of incidence and double taxation as applied to corporations. 



